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INTRODUCTION
The Employee Retirement Income Security Act of 1974 (or the 1974 Pension
Reform Act, as it is more commonly known) was enacted on September 2, 1974.
This date is referred to herein as the "date ofenactment."The Act will result in
significant changes in most existing employee retirement plans. The Act does
not, however, require the establishment of new retirement plans for employees
not presently covered under existing plans, nor does it provide for a minimum
level of retirement benefits.
The Act covers a wide range of employee welfare plans in addition to pension or retirement plans and establishes both "labor" standards (administered by
the Secretary of Labor) and "tax" standards (administered by the Secretary of
the Treasury). The labor and tax standards taken together bring under a common
body of legislation practically all employee benefit plans not specifically exempted from the Act, whether or not such plans are qualified for tax purposes.
Among the more important changes and new requirements affecting employers and employees are the following:
> Minimum Participation and Vesting Standards for Retirement Plans. New
employees cannot be denied participation for more than one year, unless an
employee is less than twenty-five years of age or benefits are fully vested at the
end of a three-year waiting period. Plans must provide for vesting of employer
contributions under one of three alternative schedules, depending on employee
age and length of service with 100 percent vesting in fifteen years or less. In
addition, employee contributions or the benefits derived therefrom must always
be 100 percent vested.
> Minimum Funding Standards for Pension Plans. An employer's minimum
annual contribution generally must include normal cost for the year plus level
amortization of initial past service liabilities over forty years for existing plans
and over thirty years for new plans, and liabilities resulting from plan amendments and experience gains and losses over thirty years and fifteen years,
respectively.
> New Benefit and Contribution Limitations for Tax-Qualified Pension Plans.
Annual benefits from defined benefit plans are limited to the lesser of an em2

ployee's average compensation during his three highest consecutive years
of compensation or $75,000. Annual contributions to defined contribution
plans are limited to the lesser of 25 percent of the participant's compensation or $25,000.
> New Termination Insurance Provisions for Pension Plans. Vested benefits
of terminated plans will be guaranteed by the Pension Benefit Guaranty Corporation (PBGC) up to $750 per month for each participant or beneficiary. Employers will be liable for payments made by PBGC to the extent of 30 percent
of net worth.
> Expanded Reporting and Disclosure Requirements for All Employee Benefit Plans. Descriptions of the plan and annual financial, actuarial and other information must be provided to participants, beneficiaries and the Secretaries
of Labor and the Treasury.
> Expanded Responsibilities of Fiduciaries for All Employee Benefit Plans.
The "prudent man" standard is established for fiduciaries, and fund abuses are
circumscribed by the prohibition of specified transactions.
> Individual Retirement Savings and Self-Employed Persons. Private retirement plans may be established by individuals not participating in other
retirement plans. In addition, the maximum tax deduction for payments to selfemployed retirement plans is increased.
The Act may significantly increase overall pension costs, principally because of the new vesting requirements. The effect of the vesting requirements on
the costs of a particular company, however, will depend on the existing plan provisions and employee turnover, both voluntary and involuntary; future turnover
may be quite different from that of the past because of the influence of revised
plan provisions.
A careful review and analysis of the impact of the Act on each affected plan
should be undertaken. This booklet contains a comprehensive explanation of
the provisions of the Act in order to assist in this analysis, but reference to the
Act will, of course, be required to assure compliance.
3

PLANS COVERED
The Act contains many provisions affecting a wide range of employee benefit
and deferred compensation plans. In order to extend its coverage to the widest
possible range of plans, the Act contains a duplication of a number of provisions.
The "labor provisions" apply to most employee benefit plans providing either
retirement or welfare benefits maintained by employers engaged in interstate
commerce, whether or not the plans are qualified for tax purposes. Specifically
excluded are governmental plans, church plans not electing coverage, certain
workmen's compensation plans, foreign plans covering nonresident aliens and
unfunded excess benefit plans. The most important labor provisions cover
participation, vesting, funding, reporting and disclosure, termination insurance,
and fiduciary responsibilities.
The "tax provisions" apply to all plans qualified under the tax law whether
or not established by employers in interstate commerce. These provisions, too,
cover participation, vesting and funding, and also cover contributions to qualified plans, lump-sum distributions, plans for self-employed persons and individual retirement savings.
Certain labor and tax provisions contain rules affecting only specified plans.
For example, unfunded deferred compensation plans in which only a select
group of management or highly compensated employees participate are covered by the reporting and disclosure provisions but are not covered by other
provisions. Most plans will be covered by both labor and tax provisions of the
Act, although a few plans (those that are both nonqualified and in intrastate
commerce) may not be covered at all.
PARTICIPATION
The Act provides minimum standards for participation in most employee plans
providing retirement benefits. Participation in a plan does not, in itself, give
an employee a right to any benefits. Such right will generally become vested
at a later date. (See the discussion of "Vesting") Further, the effective date of
an employee's participation will not affect the time within which a plan is required to provide vesting; vesting requirements are generally based upon years
of service, including preparticipation service. However, an employee must first
be a participant in order to become eligible for later benefits, and some plans
provide that the level of retirement benefits is determined by reference to
years of participation. Also, an employee must be a participant before a plan
begins to accumulate the "accrued benefits" (discussed under "Vesting") that
will become vested.
Participation Standards
The eligibility criteria for participation in a covered plan generally must not
include a minimum age requirement greater than twenty-five years or an experience requirement in excess of one year. However, a plan may require up
to three years of service for participation if it also provides immediate full vesting at date of participation. In addition, plans of certain educational institutions
can specify age 30 instead of age 25 if there is full vesting after one year of
service. A maximum age level is generally not permitted; there is an exception
4

for defined benefit plans and target benefit plans whereby a person becoming
an employee within five years of normal retirement age may be excluded.
A "year of service" is considered to be a twelve-month period during which
the employee has at least 1,000 hours of service. Maritime service of 125 days
is to be treated as 1,000 hours. Regulations will be written to cover situations
where less than 1,000 hours is customary in an industry.
In applying the eligibility rules, all years of service are taken into account
except for certain years prior to a break in service. For example, in a plan
having a three-year service requirement for participation with 100 percent
immediate vesting, the employee may be required to start over in satisfying
the three-year requirement after a one-year break in service. A "one-year break
in service" is a calendar year, plan year or other twelve-consecutive-month
period during which the participant has not completed more than 500 hours
of service.
A plan qualified for tax purposes may exclude union employees if it can
be demonstrated that their retirement benefits have been the subject of goodfaith bargaining.
Excluded Plans
The participation standards do not apply to the plans excluded from all coverage
under the Act (see "Plans Covered") nor to employee welfare plans, unfunded
deferred compensation arrangements, certain labor organization plans and
plans established by fraternal organizations.
Effective Dates
For plans in existence on January 1, 1974, the provisions are applicable to
plan years beginning after December 31, 1975. A plan administrator may irrevocably elect earlier application of these provisions. In the case of new plans, the
provisions apply to plan years beginning after the date of enactment.
The general effective date of plan years beginning after December 31, 1975
also applies to existing collectively bargained plans with certain important
exceptions. (See "Collectively Bargained Plans," below.)
VESTING
A plan participant generally is assured of receiving future benefits under a plan
when his rights to the benefits become vested. Even if the employee resigns
before retirement age, he will be entitled upon retirement to receive the benefits
in which his rights had vested before his resignation. The Act establishes minimum standards for vesting of employee benefits which must be met by all
plans that are subject to the participation standards.
Vesting Standards
Covered plans must provide that an employee's rights to the accrued retirement
benefits from his own contributions are to be nonforfeitable.
Covered plans must provide for full vesting, within a reasonable period, of
employees' rights to accrued retirement benefits from employer contributions.
5

The vesting schedule for benefits from employer contributions to plans (other than
"class-year" plans discussed below) must meet one of the following alternatives:
> 25 percent vested after five years of service with annual increases in the
vesting percentage of 5 percentage points for the next five years and 10 percentage points for the following five years, so that full vesting is reached after
fifteen years of service.
>

100 percent vested after ten years of service.

> 50 percent vested when the sum of age and years of service (five or more)
totals forty-five ("rule of 45") with annual increases of at least 10 percentage
points for each year of service thereafter. Very important, however, is the requirement that under this alternative an employee's rights must be at least 50 percent vested after ten years of service regardless of his age, and vesting must
increase at the rate of 10 percentage points per year thereafter. This requirement
will result in earlier vesting than the rule of 45 for employees becoming employed
before age 25.
A plan amendment changing the vesting schedule must not result in a
reduction of the vesting percentage for any employee. In addition, employees
with at least five years of service must have the option to remain under the
previous vesting schedule.
Generally, the term "year of service" has the same meaning for purposes
of the vesting rules as for the participation rules.
In determining the number of years of service for vesting purposes, a plan
must generally consider all years, including service prior to participation and
service prior to the effective date of the Act. However, the following may be
disregarded:
> Service before age 22, except for the effect of the special ten-year requirement when the "rule of 45" is used
>

Years in which the employee declined to make mandatory contributions

>

Years when the plan was not maintained

>

Certain years of service prior to a break in employment

> Service before 1971, unless (and until) there have been at least three years
of service since 1970
>

Certain seasonal and part-time service

The vesting of participants' accrued benefits in accordance with one of the
above schedules will generally mean that participants have rights to those
benefits that cannot be lost. However, plans may provide for any of the following:
> Forfeiture of benefits in the event of the death of a participant (unless a
"joint and survivor" annuity is provided).
> Suspension of payment of benefits when a retired participant returns to
work for the same employer (or another employer in the same industry and
same geographical area, in the case of a multiemployer plan).
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> Limited reduction of benefits resulting from retroactive plan amendments
in certain instances.
> Forfeiture of benefits in certain instances if a participant who is less than
50 percent vested withdraws all or part of his mandatory contributions. However, the plan must generally permit restoration of the benefits upon repayment
of the withdrawal.
Payment of Benefits
Vesting seldom causes benefits to be available to participants immediately or
upon early termination of employment. Plans may generally require deferral of
payment until sixty days after the latest of the dates on which the participant
(a) attains age 65, (b) completes ten years of participation in the plan or (c) terminates his service with the employer.
Plans may avoid carrying relatively small amounts of accrued benefits on
the books for long periods of time by choosing to make lump-sum payments
to terminated employees. Such payments can be made without the permission
of an employee if the entire vested benefit does not exceed $1,750. Payment
of a larger balance would require the consent of the terminated employee.
Determination of Accrued Bene fits
The Act establishes new rules for computing the amount of "accrued benefits"
to which the vesting standard is applied. The accrued benefit under a defined
benefit plan generally is the annual retirement benefit as determined under
the plan. The amount of a participant's accrued benefits is the balance in his
plan account in the case of defined contribution plans such as profit-sharing,
stock-bonus or money-purchase pension plans.
The Act imposes an "accrued benefit requirement" which is designed to
prevent defined benefit plans from providing a low accrual rate in early years
with a high rate of accrual in later years ("backloading"). Such plans must
satisfy one of the following accrued benefit tests:
> The accrued benefits cannot be less than 3 percent of the normal retirement
benefit multiplied by the number of years (up to 331/3)of participation.
> The accrual rate for any later year cannot be more than one-third greater
than the accrual rate for any earlier year.
> The accrued benefits cannot be less than a fraction of the normal retirement
benefits (assuming the participant continued to earn the same rate of compensation); the numerator is the total years of participation up to the date of computation, and the denominator is the total years of participation if the employee
separates at normal retirement age.
Notwithstanding the above three tests, a defined benefit plan generally
satisfies the accrued benefit requirement if the plan is funded exclusively by
the purchase of certain level-premium insurance contracts and if the accrued
benefit as of any date is not less than the cash surrender value of the contracts.
The minimum vesting standards generally apply to all accrued benefits,
including those that accrued in years prior to the effective date of the new rules.
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The accrued benefits for prior years will be the amount determined under the
provisions of the plan as then effective. However, the amount cannot be less
than one-half of the accrued benefits that would have resulted under one of
the three backloading tests.
Accounting for Accrued Benefits
Defined contribution plans must account separately for each participant's entire
accrued benefits. Defined benefit plans must account separately for the portion
of the accrued benefits that is derived from an employee's own voluntary
contributions, and that portion is treated as accrued benefits from a defined
contribution plan.
The amount of accrued benefits from employer contributions to either a
defined contribution plan or a defined benefit plan is the total accrued benefits
less the amount determined to be from employee contributions.
The amount of accrued benefits from employee contributions to a defined
contribution plan may be determined by either (a) maintaining a separate account consisting of his contributions and the income, expenses, gains and
losses attributable thereto or (b) allocating the entire accrued benefit on the
basis of the ratio that his contributions bear to the total of both employee and
employer contributions.
The amount of an employee's accrued benefits from his own contributions
to a defined benefit plan generally is the annual benefit determined by converting the amount of the employee's mandatory contributions to date, plus
interest, to a single life annuity at retirement age.
Class-Year Plans
Profit-sharing, stock-bonus and money-purchase pension plans may provide
for separate vesting of the rights to each year's contribution. Such a plan (a classyear plan) will meet the minimum vesting requirement if each year's contribution for a participant is 100 percent vested not later than five years after the
close of the year for which the contribution was made.
Effective Dates
The effective dates of the vesting provisions are generally the same as those
of the participation provisions.
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FUNDING
The Act establishes minimum funding standards for certain defined benefit
plans. The effect of the standards is to impose time limitations for accumulating
sufficient assets to pay retirement benefits to participants.
Profit-sharing, stock-bonus and individual retirement plans are not required
to meet these standards. However, money-purchase pension plans must meet
the new funding standards.
Funding Standards
Generally, employers must contribute currently the normal cost of the plan for
the plan year plus a level funding (including interest) of past service costs and
certain other costs discussed below.
A plan satisfies the minimum funding standards for a plan year if it does not
have an "accumulated funding deficiency" at the end of the year, as reflected
in its "funding standard account." An accumulated funding deficiency is the
excess of the total charges over the total credits to the funding standard account.
The new funding standards do not require funding in excess of a plan's accrued
liability. Therefore, in any year contributions greater than the excess of the
accrued liability under a plan over the value of the plan's assets will not be
required.
Plans that use the entry-age normal funding method (or another method
that requires the same or greater contributions) may use an "alternative funding
standard." Under this standard, the employer would contribute the normal cost
for the plan year plus the excess, if any, of the present value of the accrued benefits under the plan over the fair market value of the plan assets.
Funding Standard Account
Each plan subject to the funding standards must establish and maintain a funding standard account. The following charges are made in each plan year:
>

The normal cost of the plan for the plan year.

> Annual instalment of unfunded past service liability. For a plan in existence
on January 1, 1974 this liability is amortized over forty years. For a plan that
begins after January 1, 1974 this liability is amortized over thirty years (forty
years for a multiemployer plan).
> Annual instalment of increase in unfunded past service liability caused by
plan amendments. This liability is amortized over thirty years (forty years for
a multiemployer plan).
> Annual instalment of increase caused by any net experience loss under the
plan. This liability is amortized over fifteen years (twenty years for a multiemployer plan).
> Annual instalment of increase caused by changes in actuarial assumptions.
This liability is amortized over thirty years.
> Annual instalment of any funding deficiency that was previously waived
because of substantial business hardship (discussed subsequently). This liability is amortized over fifteen years.
9

> Annual instalment of the adjustment required when a plan changes from
the alternative funding standard. The adjustment (credited to the account when
the change occurred) is amortized over five years.
The following credits are made to the funding standard account for each
plan year:
> The employer contributions for the year. This includes contributions for
the year made within two and one-half months after the close of the plan year.
The Act provides that regulations may be issued that would extend this period
for up to six months.
> Annual instalments of decreases in unfunded past service liability caused
by plan amendments, net experience gains and changes in actuarial assumptions. The amortization periods for these credits are the same as the periods
used to amortize the charges for similar items previously discussed.
> The amount of any funding deficiency for the year that is waived because
of substantial business hardship. This amount must be amortized by charges
to the account over fifteen years.
> Difference in the funding requirements of prior years for which the alternative funding standard was used. This entry is made if a plan changes from the
alternative method. The amount credited is to be amortized by charges to the
account over five years.
Regulations are to be issued which will provide a method for combining
the charges that must be amortized and the credits that must be amortized.
Provision will also be made to offset the resulting amortization of charges by
the amortization of credits.
Interest is to be calculated and charged or credited to the account, depending on the nature of the balance in the account.
Alternative Funding Standard Account
A plan that qualifies for the alternative funding standard discussed above may
use an alternative funding standard account (alternative account) to determine
whether there is an accumulated funding deficiency.
The alternative account is to be charged with the normal cost for the plan
year plus the excess of the present value of accrued benefits over the value of
the plan assets, and is to be credited with contributions for the year.
Interest is to be calculated and charged or credited to the alternative account.
A plan using the alternative standard must continue to maintain a basic
funding standard account as well as the alternative account, and may switch
back to the basic account in any year in which a smaller contribution would
result. When use of the alternative account results in smaller contributions, a
debit balance will accumulate in the basic account. A plan that switches back
to using the basic account is permitted to spread the funding of that accumulation over five years. This is accomplished by crediting to the basic account the
excess of its debit balance over the debit balance in the alternative account.
The amount credited is then amortized by charges to the account over five years.
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Variances from the Funding Standards
The Secretary of the Treasury may grant a waiver of all or a part of the minimum
funding standard if the employer is unable to satisfy the standard without substantial business hardship and if application of the standard would be adverse
to the interests of the plan participants as a group. If a waiver is granted, the
amount waived must be funded over the next fifteen plan years, and cannot be
included in any waiver granted in a subsequent year. Waivers cannot be granted
for more than five of any fifteen consecutive plan years.
The Secretary of Labor may, if it is in the best interests of plan participants,
extend up to an additional ten years the periods for funding past service liabilities, experience losses and losses resulting from actuarial changes. An extension may be granted if it is considered necessary to avoid a substantial risk to
the continuation of the plan or a curtailment of pension benefit or employee
compensation levels.
The Secretary of Labor may approve limited retroactive amendments that
reduce participants' accrued benefits in certain instances. Approval will be
granted only if there is an accumulated funding deficiency that cannot be
avoided by waiver of the funding requirement and the amendment is necessary
to avoid a substantial business hardship to the employer. Permitted amendments may be made retroactive to the beginning of a plan year if adopted
within two and one-half months (two years in the case of multiemployer plans)
after the end of the year.
Generally the benefits of participants may not be increased during a period
when a waiver or funding period extension is in effect, or within twelve months
(twenty-four months for a multiemployer plan) after a retroactive amendment
has been made.
Other Funding Pro visions
Certain multiemployer pension plans that were in existence on January 1, 1974
and based contributions on a percentage of participants' pay may elect a special
method of funding the past service liability. The amount of the liability in existence twelve months after the plan becomes subject to the funding standards
may be funded with annual contributions that are a level percentage of participants' pay, rather than level dollar amounts.
The value of a plan's assets may be based on any reasonable actuarial
method of valuation that takes into account fair market value and conforms to
prescribed regulations. Regulations will provide rules for bond valuation whereby
an election can be made to value bonds at cost, plus or minus amortization of
discount or premium to reach face amount at maturity. Increases or decreases
in the accrued liability under a plan, if caused by changes in Social Security or
federal or state retirement programs, or by changes in the definition of wages
or amounts taken into account for Social Security purposes, will be treated
as experience losses or gains.
Experience losses and gains and the valuation of a plan's liability must be
determined at least every three years, or more frequently if required in certain
circumstances by regulations to be issued.
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Acceptable Actuarial Cost Methods
The Act prescribes the actuarial cost methods that may be used by covered pension plans for determining the amount and incidence of the annual actuarial cost
of pension plan benefits and expenses. The acceptable methods are:
>

Accrued benefit cost method (unit credit method)

>

Entry-age normal method

>

Individual level premium cost method

>

Aggregate cost method

>

Attained-age normal cost method

>

Frozen initial liability cost method

The terminal funding cost method and the current funding (pay-as-you-go)
cost method are not acceptable.
Taxes on Failure To Meet Minimum Funding Standards
Employers will be subject to an excise tax for failing to make required contributions to qualified plans subject to the minimum funding standards. The
nondeductible tax will be equal to 5 percent of the accumulated funding deficiency for a plan year ending with or within the employer's year. The deficiency
is determined after taking into account contributions made within the permissible period after the close of the year, contributions waived, and permitted
variances from the funding standard. The tax is an annual tax and will apply to
any future years for which the deficiency still exists.
An additional tax at the rate of 100 percent will be assessed on any deficiency not corrected within the "correction period," which generally ends ninety
days after the mailing of a notice of deficiency with respect to the additional tax.
Excluded Plans
In addition to certain plans listed at the beginning of this section, the Act excludes from the minimum funding standards the plans excluded from all coverage
under the Act (see "Plans Covered"), unfunded deferred compensation plans,
certain plans for retired or deceased partners, certain plans funded exclusively
by employee contributions or by the purchase of qualified individual insurance
contracts, welfare benefit plans and defined contribution plans.
Effective Dates
For plans in existence on January 1, 1974, the new funding rules apply to the
first plan year beginning after December 31, 1975. Plan administrators may
elect earlier coverage, however.
For plans beginning after January 1, 1974, the rules apply to the first plan
year beginning after the date of enactment of the Act.
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LIMITATIONS ON BENEFITS AND CONTRIBUTIONS
The Act sets new overall limitations on the contributions and benefits permitted
for corporate tax-qualified pension, profit-sharing and stock-bonus plans and
certain tax-favored annuities. Also covered are self-employed plans and plans
of small business (Subchapter S) corporations.
Defined Benefit Plans
A defined benefit plan cannot provide an annual benefit greater than the lower
of $75,000 or 100 percent of the participant's average compensation during
his highest three consecutive calendar years of active participation in the plan.
A minimum annual benefit of $10,000 can be provided in some instances even
if the above limitation requirements would provide a lower benefit. In the case
of an employee who has less than ten years of service with an employer, the benefit cannot exceed a fractional part of the above limitations; the numerator of the
fraction to be used is the number of years of service with the employer and the
denominator is 10. The $75,000 limitation will be adjusted for increases in the
cost of living.
If payment of the retirement income benefit is to begin before age 55, the
$75,000 limit will have to be adjusted in accordance with regulations to be issued.
A special rule provides higher available limitations for an individual who was
an active participant in a defined benefit plan on or before October 2, 1973. The
limitation on the annual benefit payable to such participant on retirement may
be equal to the lesser of (a) 100 percent of his annual compensation on that date
(or on the date he separated from service with the employer, if earlier) or (b) the
amount payable under the terms of the plan in effect on that date (assuming no
later increases in compensation). If the new limitations discussed in the preceding paragraphs result in a higher benefit (e.g., due to cost-of-living increases
before the employee's retirement) the plan can provide the higher benefit.
These new maximum pension benefits automatically limit the deductible
contribution necessary to fund the desired benefit. However, these limitations
on deductible contributions may be exceeded (without losing the deduction for
the excess) if necessary to meet the minimum funding standards set by the Act
(see "Funding").
Defined Contribution Plans
The Act limits the annual addition to a participant's account in a defined contribution plan to the lower of $25,000 or 25 percent of the participant's annual compensation. The annual addition is defined as the sum of:
>

Employer contributions

> The lesser of (a) employee contributions in excess of 6 percent of compensation or (b) one-half of employee contributions
>

Forfeitures which are added to the employee's account

Annual additions do not include rollovers from qualified plans or individual retirement accounts. The $25,000 limitation for defined contribution plans will
be adjusted for cost-of-living increases.
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Annuities purchased by teachers or employees of tax-exempt organizations
(hospitals, etc.), frequently under special salary reduction rules, are treated as
defined contribution plans. They are thus subject to the above contribution limitations. The Act provides three alternative rules permitting "catch-up" contributions to offset lower contributions made during earlier years. This permits an
employee to fund a substantial part of his retirement program in higher earning
years closer to retirement. Each participant may make an irrevocable election of
one of the three alternatives, which are as follows:
> Each year the allowable contribution is computed using the new $25,000—
25 percent limitation for regular defined contribution plans discussed above.
> Each year the allowable contribution is the lesser of (a) $4,000 plus 25 percent of current compensation or (b) the "exclusion allowance" determined under
the regular annuity rules. The contribution cannot exceed $ 15,000 per year.
> For the year of separation from service the allowable contribution is the
"exclusion allowance" determined using a ten-year period under the regular
annuity rules while ignoring the 25 percent limitation. However, the $25,000
limitation still applies. This method may be used only once.
An employee using either of the last two alternatives does not have to combine
his annuity plan with a plan that he does not control (e.g., a state-wide plan for
teachers). However, if the first alternative is used, then the annuity plan is subject
to the overall limitation rules for overlapping plans (including the 1.4 fraction)
discussed below.
Although the new overall limitation on deductible contributions to profitsharing and stock-bonus plans is now applicable, the basic limitation for contributions of not more than 15 percent of the total compensation paid or accrued
to employees participating in the plan still applies. In the past, a tax deduction
was allowed for contributions up to an additional 15 percent of compensation to
the extent there was a limitation carryover from prior years. Limitation carryovers result when contributions during a year are less than the 15 percent allowed
as a deduction, the difference resulting in a carryover to future years. Thus, a
deduction during one year could have been as high as 30 percent of compensation for that year. The Act reduces this maximum to 25 percent of the compensation
paid or accrued during the year.
Overlapping Plans
In many cases, an individual is a participant in both a pension plan and a profitsharing plan maintained by one employer. In that event, the above separate limitations for pension and profit-sharing plans must be combined. The combined
limit is calculated by expressing each of the separate limitations as a fraction
and adding them together. The total cannot exceed 1.4. This can best be illustrated
by an example:
> An employee with average annual compensation of $60,000 participates
in a pension plan that will provide an annual benefit of $45,000 on retirement.
This benefit is 45/60 of the maximum allowable benefit. He also participates in
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a profit-sharing plan that provides for an annual contribution to his account of
15 percent of his compensation. There are no employee contributions. This
contribution is 15/25 of the maximum allowable for a profit-sharing plan. The
two fractions are then added together. 45/60+15/25=1.35. Since the total is
not more than 1.4, the contributions required by the plans are allowable.
In computing the fraction for profit-sharing plans, transitional rules are provided for contributions with respect to years beginning before January 1, 1976.
In the event that the sum of these fractions exceeds 1.4, then one or more
of the plans will be disqualified. The order of disqualification will be determined
by regulations to be issued.
General Rules
For purposes of applying the above limitations on contributions, all pension plans
of an employer must be treated as one pension plan and all profit sharing plans
of an employer must be treated as one profit sharing plan.
All corporations in a controlled group are considered as one employer for
the purpose of aggregating limitations. However, for this purpose, there is only
a 50 percent ownership requirement to be used in determining membership of a
parent-subsidiary controlled group.
The new limitations apply to contributions made and benefits accrued in
years beginning after December 31, 1975.
TERMINATION INSURANCE
To protect participants and beneficiaries against loss of pension benefits arising
from plan termination, the Act establishes a government program to provide for
payment of certain guaranteed benefits to participants and beneficiaries of these
plans that cannot be met with funds available from the plans themselves.
Pension Benefit Guaranty Corporation
A new government agency known as the Pension Benefit Guaranty Corporation
(PBGC) has been formed within the Department of Labor to administer the termination guarantee provisions of the Act. The corporation is authorized to borrow
up to $100 million from the Treasury to carry out its responsibilities. PBGC will
be governed by a board of directors consisting of the Secretaries of Labor, the
Treasury and Commerce. A seven-member advisory committee, appointed by
the President, will issue recommendations to PBGC regarding certain areas of
its operations. The committee will include two representatives of employee
organizations, two representatives of employer interests and three members
to represent the interests of the general public.
Plan Coverage
Plans excluded from the guarantee provisions of the Act are:
> Those listed under the general exclusion clause of the Act (see "Plans
Covered")
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> All benefit plans other than pension plans
> Unfunded deferred compensation plans for a select group of management
or highly compensated employees
> Plans of professional service employers with no more than twenty-five active
participants
>

Plans of international organizations exempt from tax

>

Defined contribution plans

>

Plans not providing for employer contributions

>

Plans maintained exclusively for substantial owners*

Additionally, only those pension plans that are "qualified" by the Internal Revenue
Service for tax purposes, or that affect interstate commerce and have met the
standards for qualification for five years, are immediately eligible for full benefits
under the guarantee provisions of the Act.
Benefits Covered
The termination guarantee protection initially applies to all nonforfeitable benefits due to individual plan participants and beneficiaries up to the lesser of $750
a month or 100 percent of average monthly wages during the highest-paid five
consecutive years of participation. The $750 maximum will be increased in direct
proportion to any future increases in the Social Security contribution and benefit
base. Coverage for plan participants who are substantial owners is calculated on
a scaled-down basis from the above amounts. The amount payable to a substantial
owner or his beneficiaries cannot exceed the amount otherwise payable multiplied by the ratio that the substantial owner's years of participation bear to thirty
years, with each plan amendment treated as if it were a new plan. Benefits are
also calculated on a scaled-down basis for substantial owner participants in plans
in effect for less than sixty months at the time of plan termination and for any
benefits resulting from an amendment to such a plan that was made or became
effective within sixty months prior to the date of plan termination. In such cases,
the benefits payable under the plan or amendment are guaranteed only to the
extent of 20 percent of the amount otherwise payable or $20 per month, whichever is greater, multiplied by the number of years during which the plan or amendment has been in effect, but not more than five years.
Premium Rates
To finance the insurance program, PBGC will collect a premium from each covered
plan. The annual premiums for plan years ending no more than thirty-five months
after the effective date of the Act (first-year rate) will be $1 per plan participant
for single-employer plans and $.50 per participant for multiemployer plans
(with a pro rata charge made to plans whose plan years began prior to the enactment of the Act). For plan years beginning twenty-four months or more after the
* A n individual who within the sixty months p r e c e d i n g plan termination was an individual proprietor, a
partner owning directly or indirectly more than 10 p e r c e n t of a partnership's capital or profits interest,
or a shareholder owning directly or indirectly more than 10 percent in value of either the voting stock
or all the stock of a corporation.
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Act is enacted (third-year rate), PBGC will establish annual premiums using
special formulas, but not to exceed the total of:
> (1) a rate applied to the excess present value of guaranteed nonforfeitable
benefits over the value of the assets in a plan, but not in excess of 0.1 percent
for single-employer plans or 0.025 percent for multiemployer plans, and
> (2) an additional charge based on the present value of the guaranteed nonforfeitable benefits, which charge will be set by PBGC each year at a level to
yield revenue approximately equal to that derived from the rate described in
(1) above.
At the election of a benefit plan, the rate for the second full plan year after
the date of enactment of the Act will be the rate established by PBGC (third-year
rate), but not less than $.50 per plan participant for single-employer plans and
$.25 per plan participant for multiemployer plans. This election must be made
within sixty days of PBGC publication of rates. (Rates are to be published within
270 days of the date of enactment.)
Premiums are due within thirty days after the date of enactment of the Act
and within thirty days after the beginning of the first plan year. PBGC will determine due dates of premiums for subsequent plan years. Failure to pay premiums
when due could result in a penalty of up to 100 percent of the premiums due plus
interest at 6 percent. The Secretary may, however, grant a sixty-day hardship
waiver upon written request.
Employer Liability
Employers will be liable to reimburse the PBGC for benefits paid by it because
of termination of the plan. The upper limit of this liability is 30 percent of the employer's net worth as determined within 120 days prior to termination of the plan.
The PBGC will develop arrangements with private insurers to provide insurance
coverage in whole or in part for this contingent liability and will collect premiums
from the employer for any direct insurance coverage PBGC offers for this purpose.
Plan Terminations
The plan administrator must notify PBGC not less than ten days prior to any proposed plan termination. PBGC may itself institute proceedings to terminate a
plan if any of the following events occurs:
>

The plan has not met the minimum funding standards.

>

The plan is unable to pay benefits when due.

> The plan makes payments within any twenty-four-month period in excess
of $10,000 (other than as a death benefit) to a substantial owner that result in
unfunded nonforfeitable benefits.
> PBGC reasonably anticipates a significant long-run loss if the plan is not
terminated.
In the event a plan is terminated, a trustee is appointed to wind up the affairs
of the plan and distribute assets using a system of priorities specified in the Act,
which system includes a provision for disposition of any assets remaining after
all participants and beneficiary claims have been satisfied. Upon termination
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the trustee may recover, for the plan, payments (other than death or disability
payments) to any participant within the most recent three-year period in excess
of $10,000 per year or, if greater, the amount he would have received as a monthly
benefit under a lifetime annuity commencing at age 65.
Reportable Events
The plan administrator must notify PBGC within thirty days of the occurrence
of any of the following (unless waived by PBGC through a requirement to report
such events in an annual report to PBGC):
>

The plan fails to comply with the requirements of the Act.

>

The plan ceases to be a qualified plan for tax purposes.

>

The plan is amended and benefits payable to any participant are decreased.

> The number of active participants in the plan decreases to less than 80 percent of the number of such participants at the beginning of the current plan year
or 75 percent of the number at the beginning of the previous plan year.
>

The plan fails to meet the minimum funding requirements of the Act.

>

The plan is terminated for tax purposes by the IRS.

>

The plan is unable to pay benefits when due.

> The plan makes payments within any twenty-four-month period in excess
of $10,000 (other than as a death benefit) to a substantial owner that result in
unfunded nonforfeitable benefits.
>

The plan undergoes a merger, consolidation or transfer of its assets.

> The Secretary of Labor approves an alternative method of reporting and
disclosure affecting the plan.
Whenever an employer making contributions under a covered plan knows
that a reportable event has occurred, he must notify the plan administrator immediately.
Effective Dates
Benefits payable by single-employer plans are covered for plan terminations
after June 30, 1974. Multiemployer plans are covered for plan terminations beginning January 1, 1978 (although PBGC may elect to cover such plans at an earlier
date).
REPORTING AND DISCLOSURE
The reporting and disclosure requirements of the Act apply generally to all employee pension and employee welfare plans established or maintained by an
employer engaged in or affecting interstate commerce. Specifically excluded
are government plans, church plans not electing coverage, workmen's compensation plans, foreign plans covering aliens and certain unfunded "excess
benefit" plans.
The plan administrator must file various reports and information concerning
the plan and its operations with the Secretary of Labor and the Secretary of the
Treasury. He must also furnish certain information to participants and beneficiaries.
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Plan Description
A plan description must be filed with the Secretary of Labor, on forms prescribed
by him, no later than 120 days after the plan becomes subject to the Act and must
be updated every five years. Among other things, it must include the following
information: the name and type of administration of the plan, names and addresses
of the administrator and trustees, a description of relevant provisions of any
related collective bargaining agreement, eligibility and disqualification provisions, nonforfeitable pension benefit provisions, the date of the end of the plan
year, the source of financing and the organization through which benefits are
provided, and claim procedures and related remedies for redress of denied
claims.
Summary Plan Description
A summary plan description must be provided to participants and beneficiaries
within 120 days after a plan becomes subject to the Act or within 90 days after
they first become plan participants or beneficiaries of the plan. It must be updated
every five years (or every ten years when there have been no amendments to the
plan during the five-year period). The summary must be written in a manner that
is understandable to the average plan participant, yet be sufficiently accurate
and comprehensive reasonably to apprise him of his rights and obligations under
the plan. Copies of the initial summary and subsequent updates must also be filed
with the Secretary of Labor.
Material Modifications
A description of any material modifications in the terms of the plan and any change
in the information contained in the plan description must be filed with the Secretary
of Labor within sixty days after such modification or change is adopted or occurs.
A summary description of any modification or change must be provided to participants and beneficiaries, and to the Secretary, within 210 days after the end of
a plan year in which it is adopted.
Annual Report
The administrator must file an Annual Report with the Secretary of Labor within
210 days after the end of the plan year. The Annual Report must include financial
statements and schedules, an opinion by an independent public accountant,
administrative information, and, for most pension plans, actuarial statements
and detailed actuarial data accompanied by the report of an enrolled actuary.
In instances where plan benefits are purchased from or guaranteed by an insurance company, the Annual Report is to include data concerning premiums
and benefits paid, administrative expenses, commissions and other information.
The administrator is to engage an independent public accountant who is to
conduct an examination of the financial statements and schedules of the plan
in accordance with generally accepted auditing standards. The independent
accountant is to form an opinion as to whether the financial statements and schedules are presented fairly in conformity with generally accepted accounting principles applied on a basis consistent with that of the preceding year. The Act provides that an accountant's opinion is not required as to the statement of assets
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and liabilities of a common trust or as to information provided to the administrator
by an insurance company or bank holding plan assets in a separate account or
separate trust, provided that the statement or information is "certified as accurate"
by the institution and is made part of the Annual Report.
Financial Statements and Schedules. The financial statements, schedules and
disclosures that must be included in the Annual Report are listed in the tables at
the end of this section. In addition to filing the full Annual Report with the Secretary of Labor, the administrator must distribute copies of the statements of assets
and liabilities by categories and of receipts and disbursements by general source
and application to participants and beneficiaries, together with such other material as is necessary to summarize the Annual Report properly.
Administrative Information. The administrative information required in the
Annual Report must include the number of employees included in the plan and
the name and address of each fiduciary. In addition, information regarding persons who have received compensation from the plan for services rendered to
the plan or to its participants must be disclosed and an explanation given for all
changes in trustees, auditors, actuaries and insurance carriers or in the investment manager, administrator or custodian.
Actuarial Statements. Actuarial statements included in the Annual Reports of
most employee pension funds* must include the following:
>

The dates of the plan year and of the related actuarial valuation

>

The dates and related amounts of contributions received during the plan year

> The normal costs and accrued liabilities of the plan, and an identification of
benefits not included in the calculation
> A statement of other facts and actuarial assumptions and methods used to
determine costs
>

A justification for any change in actuarial assumptions or cost methods

>

The minimum funding contribution

>

The number of participants and beneficiaries covered by the plan

> The current value of the plan's assets, and the present value of the plan's
assets used by the actuary in determining the minimum funding contribution,
including a statement explaining the basis of determining the present valuation
> The present value of the plan's liabilities for nonforfeitable pension benefits categorized by termination priority
> The contribution necessary to reduce the accumulated funding deficiency
to zero
> A statement by an actuary that the report is complete and accurate, that
reasonable actuarial assumptions and methods have been used, and that the
contents of the actuarial report are in the aggregate reasonably related to the
experience of the plan and represent his best estimate of anticipated experience
under the plan
*Plans exempted from this requirement include profit-sharing, savings or other defined contribution plans;
insurance-contract plans; deferred compensation plans for a select management group; and plans not
providing for employer contributions.
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> Such other information as is necessary to disclose fairly the actuarial position
of the plan.
The opinion of the actuary must be supported by an actuarial valuation of the plan
for at least every third plan year.
Insurer's Statement. If some or all of the benefits under the plan are purchased
from and guaranteed by an insurance company that does not maintain separate
experience records for the plan, the Annual Report must include a statement from
the insurer showing the basis and amount of the premium rate and the total amount
of premiums received from the plan. A copy of the financial report of the insurer
must also be attached, with a detailed statement of plan acquisition or retention
costs. If the insurer maintains separate experience records for the plan, the
following disclosures are necessary:
> The premium rate paid to each carrier and the approximate number of persons covered by each class of benefits
> The total amount of premiums received, the approximate number of persons
covered by each class of benefits and the total claims paid by each carrier
> Dividends or retroactive rate adjustments, commissions, and administrative
service or other fees or other specific acquisition costs paid by each carrier
>

Amounts held to provide benefits after retirement

>

Any unpaid premiums

> The names and addresses of the brokers, agents or other persons to whom
commissions or fees were paid; the amount paid to each; and the purpose for
which they were paid.
Simplified Reports
The Secretary of Labor may by regulation prescribe simplified Annual Reports
for pension plans covering fewer than 100 participants. As to employee welfare
benefit plans, he may exempt them from the reporting requirements or may
simplify the reporting standards covering them.
Other Reports and Records
Terminal and Supplementary Reports are to be filed by plans that are being terminated as required by regulations prescribed by the Secretary of Labor.
An Annual Registration Statement must be filed by the plan administrator
with the Secretary of the Treasury within such period after the end of each plan
year beginning after December 31, 1975 as is prescribed by regulations for plans
to which the participation standards apply. The statement must contain (1) the
name of the plan; (2) the name and address of the plan administrator; (3) the name
and taxpayer-identification number of each participant in the plan who separated
from service during the year, who is entitled to a deferred vested benefit, and
with respect to whom such benefit was not paid during the year; and (4) the nature
and amount of such benefit. The plan administrator must also furnish individual
statements to each applicable participant.
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A Notification of Change in Status must be filed by the plan administrator of
plans to which the participation standards apply at such time as is prescribed by
regulations to notify the Secretary of the Treasury of (1) any change in the name
of the plan, (2) any change in the name or address of the plan administrator, (3) the
termination of the plan or (4) the merger or consolidation of the plan.
An Annual Return must be filed with the Secretary of the Treasury by the plan
administrator of certain tax-qualified funded deferred compensation plans for
plan years beginning after the effective date of the Act. The return must contain
such information as is prescribed by regulations with respect to the qualification,
financial condition and operations of the plan. In addition, at least thirty days
prior to a merger, consolidation or transfer of assets or liabilities, the deferred
compensation plan must file an actuarial statement of valuation.
A Periodic Actuarial Report must be filed with the Secretary of the Treasury
by the plan administrator of most tax-qualified employee pension plans for the
first plan year to which the minimum funding standards apply and every third year
thereafter. The report must contain the following information:
> A description of the funding method and actuarial assumptions used to determine costs under the plan
> The contribution necessary to reduce the accumulated funding deficiency
to zero
> A statement by an actuary that the report is complete and accurate and that
reasonable actuarial assumptions have been used
> Such other information as is necessary to disclose fairly the actuarial position of the plan.
Upon the written request of a plan participant or beneficiary, the administrator
must provide, but not more than once in each plan year, the total amount of benefits accrued and the nonforfeitable pension benefits, if any, that have accrued
to the individual.
Copies of the complete Annual Report, bargaining agreement, trust agreement and other important instruments under which the plan is established or
operated are to be furnished to plan participants at a reasonable charge by the
administrator upon written request.
Effective Dates
The reporting and disclosure provisions generally become effective on January 1,
1975. However, for plans having a plan year that begins before January 1, 1975
and ends after December 31, 1974, the Secretary may by regulation postpone
the effective date until the beginning of the first plan year after January 1, 1975.
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TABLE OF FINANCIAL STATEMENT REQUIREMENTS
FOR ANNUAL REPORTS
Employee
Welfare
Plans

Employee
Pension
Plans

o Statement of assets and liabilities

X

X

o Statement of changes in fund balance

X

O Statement of changes in financial position

X

Financial Statements

O Statement of changes in net assets
available for plan

benefits

X

a

Supplemental Schedules
O Statement of assets and liabilities by

categories

X

X

O Statement of receipts and disbursements
by general source and application

X

X

O Assets held for investment

X

X

O Transactions involving parties in interest

X

X

O Loans in default

X

X

X
X

X
X

X

X

o Leases in default
O Reportable

transactions

O Statement by a bank or similar
institution of assets and liabilities of
any common trust holding plan assets

c

d

b

Notes to Financial Statements

a

O Description of plan and any changes during
the year; impact of any change in benefits

X

O Material leases and other commitments
and contingencies

X

X

O Transactions with parties in interest

X

X

O Priorities upon plan termination

X

X

O Whether tax ruling has been obtained

X

X

O Other necessary disclosures for fair presentation

X

X

O Funding policies, including any changes during the year

X

To include details of revenues and e x p e n s e s and other c h a n g e s g r o u p e d by general source and application.

b

T o be valued at current values (generally fair market value where available or otherwise as determined in

c

Large individual or cumulative transactions, i.e., those constituting more than 3 percent of the fair market
value of plan assets.
M a y not be required as part of the Annual Report if it is filed with the Secretary of Labor by the bank or
insurance carrier which maintains the trust or the account.

g o o d faith by the trustee) and presented in comparative form with the previous year.

d

CONTENT OF CERTAIN SUPPLEMENTAL SCHEDULES
INCLUDED IN ANNUAL REPORTS
Assets held for investment
O Issuer
O Borrower or lessor or similar party (including a notation if a party in interest)
O Maturity date
O Rate of interest
O Collateral
O Par or maturity value
O Cost
O Current value (fair market value)
Transactions involving parties in interest
O Identity of party and relationship to the plan, employer, employee or other
person
O Asset to which the transaction relates
O Purchase or selling price, rental, or interest rate and maturity date
O Expenses incurred
O Cost of the asset
O Current value (fair market value) of the asset
O Net gain or loss
Loans or fixed income obligations in default
O Original principal amount
O Amount of principal and interest received during the plan year
O Unpaid balance
O Identity and address of obligor
O Detailed description of the obligation (original date, maturity, interest rate,
collateral and other material terms)
O Amount of principal and interest overdue and an explanation thereof

24

Leases in default
O Type of property leased and location
O Identity of lessee or lessor (including relationship if a party in interest)
O Terms of the lease (rent, taxes, insurance, repairs, expenses and renewal
options)
O Date the leased property was purchased and its cost
O Date the property was leased and its approximate value at that date
O Gross rental receipts and expenses paid during the plan year
O Net receipts from the lease
O Amounts in arrears
O Description of collection efforts
Reportable transactions*
O Identity of each party to the transaction (except in the case of an acquisition
or sale of a security on the market)
O Asset to which the transaction applies
O Purchase or selling price, rental, or interest rate and maturity
O Expenses incurred
O Cost of the asset
O Current value (fair market value) of the asset
O Net gain or loss

* T h e term "reportable transaction" means a transaction to which the plan is a party if s u c h transaction
is any of the following types:
>
A transaction involving an amount in e x c e s s of 3 percent of the current value of the assets of
the plan.
>
A n y transaction (other than a transaction respecting a security) that is part of a series of transactions with or in conjunction with a person in a plan year, if the aggregate amount of s u c h transactions e x c e e d s 3 percent of the current value of the assets of the plan.
>
A transaction that is part of a series of transactions respecting o n e or more securities of the same
issuer if the aggregate amount of s u c h transactions in the plan year e x c e e d s 3 percent of the current
value of the assets of the plan.
>
A transaction with or in conjunction with a p e r s o n respecting a security, if any other transaction
with or in conjunction with s u c h p e r s o n in the plan year respecting a security is required to be reported by reason of the first type of transaction d e s c r i b e d a b o v e .
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FIDUCIARY RESPONSIBILITY
Coverage
The fiduciary responsibility provisions of the Act apply to all employee pension
and welfare benefit plans except those listed under the general exclusions (see
"Plans Covered"), unfunded deferred compensation plans covering only a select
group of management or highly compensated employees, and arrangements
providing payments solely for retiring or deceased partners.
Establishment and Administration of Plan
Employee benefit plans must be established and maintained pursuant to a written
document which must provide for one or more "named" fiduciaries who are responsible for controlling and managing the operation and administration of the
plan. A "named" fiduciary is a person whose name appears in the plan document,
or who holds an office specified in the document, or who is identified by the employer or employee organization pursuant to a procedure specified in the plan
document. The "named" fiduciaries may appoint trustees, investment managers
or other persons to aid and advise them in discharging their responsibilities; all
such persons who have managerial or administrative authority over the plan or
its assets are, by definition, fiduciaries.
The plan document must also specify the following:
> Procedures for establishing and carrying out a funding policy and method
consistent with the objectives of the plan
> Procedures for the allocation of responsibilities for the plan's operation and
administration
>

Procedures and authority for amending the plan

>

Bases of making payments to and from the plan

Plan Assets
The assets of the plan (except plan assets consisting of insurance policies or
contracts) must be held in trust under the control of one or more trustees. Exempt
from this requirement (in addition to plans not covered by the "fiduciary responsibility" provisions) are plans which:
>

Include among the participants self-employed persons

> Consist of one or more individual retirement savings accounts (see "Individual Retirement Savings")
> Consist of annuity contracts (invested in mutual funds and held in custodial
accounts) of tax exempt organizations
> Are employee welfare benefit and certain other plans not subject to the
participation and vesting, funding, or plan-termination insurance provisions
of the Act, if the Secretary of Labor grants such an exemption from the trust
requirement.
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The trustees must be named in the trust or plan document or be appointed
by a "named" fiduciary. They have exclusive authority and discretion to manage
and control the plan assets, except insofar as (a) the plan provides that the trustees
are subject to direction of a "named" fiduciary or (b) the trustees' responsibility
with respect to managing (including the power to acquire and dispose of) any
assets of the plan is delegated to an investment manager appointed by a "named"
fiduciary. If there is more than one trustee, they may jointly manage or control
the assets or may agree (if specified in the trust instrument) upon the allocation
of specific responsibilities to specific trustees; each trustee must use reasonable
care to prevent a co-trustee from committing a breach.
The plan assets are to be held for the exclusive benefit of the participants
and their beneficiaries and for defraying reasonable expenses of administering
the plan. The assets of a plan may never inure to the benefit of an employer except
(a) in cases where employer contributions were made erroneously or were conditional upon tax qualification or deductibility (the conditions not having been
fulfilled), in which cases the contributions may be returned to the employer;
(b) in a case where there is an excess contribution (as defined in the Internal
Revenue Code), in which case a portion of the contribution may be returned to
the employer to avoid payment of a tax on excess contributions; or (c) upon termination of a plan, in which case special rules apply with respect to distribution
of assets.
In order to retain jurisdiction over plan assets within the United States, they
may not be invested in foreign countries except as provided by regulations to be
issued by the Secretary of Labor.
Responsibilities and Liabilities of Fiduciaries
Fiduciaries (i.e., all persons who have managerial or administrative authority
over the plan or its assets) must act solely in the interest of the plan's participants
and beneficiaries, in accordance with documents governing the plan and in accordance with the "prudent man" standard. This standard requires diversification
of the plan's investments so as to minimize the risk of large losses. Fuduciaries
may receive reasonable compensation for services rendered and reimbursement for expenses incurred.
The Act establishes extensive liabilities for fiduciaries. Essentially, in addition to being liable for breach of their own responsibilities, they are also liable
for breaches of responsibilities by other persons if they are, or should be, aware
of such other persons' breaches. Fiduciaries are personally liable for any losses
sustained by a plan as a result of a breach of their duties and responsibilities.
The above diversification requirement does not apply to "eligible individual
account plans"(as defined later in this section) with respect to qualifying employer
securities and qualifying employer real property. Also, in the case of pension
plans that provide for individual accounts where participants exercise independent control over the assets in their accounts (as determined under regulations
to be issued by the Secretary of Labor), a plan fiduciary is not responsible for
any loss resulting from the control by the participants.
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Prohibited Transactions
Definition. The labor and the tax provisions of the Act contain similar rules with
respect to prohibited transactions. The labor provisions prohibit employee benefit plans from:
> Entering into transactions (direct or indirect) between the plan and a party
in interest involving the
Sale, exchange or leasing of any property
Lending of money or other extension of credit
Furnishing of goods, services or facilities
Transfer to, or use by or for the benefit of, a party in interest of any plan asset
> Acquiring on behalf of the plan, or holding by the plan, any employer security
or employer real property in violation of the rules relating thereto (discussed
below)
>

Engaging in transactions in which a fiduciary
Deals with plan assets for his own account
Acts in any plan transaction involving a party whose interest is adverse to
those of the plan
Receives any personal consideration from any party in connection with a
transaction involving the plan

The term "party in interest," as defined, means any person related, directly
or indirectly, to the plan or to the employer who established the plan. The definition extends to such persons as a 10 percent stockholder of the employer and to
relatives of certain related parties.
Exemptions. The above prohibitions do not apply to:
> Transactions relating to qualifying employer securities or qualifying employer real property by "eligible individual account plans" (defined later in
this section).
> Transactions specifically exempted by the Secretary of Labor (or the Secretary of the Treasury, under the tax provisions). The Act authorizes each Secretary
to exempt specifically any prohibited transaction from the restrictions, but only
after consulting with the other Secretary and if the exemption is found to be
administratively feasible, in the interest of the plan and its participants and
beneficiaries, and protective of the rights of participants and beneficiaries.
> Certain transactions with parties in interest if they meet certain restrictive
conditions (basically, if they involve fair consideration and are conducted on
terms that would be indicative of arm's-length transactions). Such permitted
transactions may be summarized as follows:
Loans made by the plan to parties in interest who are participants or beneficiaries of the plan, provided such loans are made available to all participants
and beneficiaries on an equivalent basis and certain other conditions are met
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Contracting on reasonable terms with a party in interest for office space or
legal, accounting or other services required by the plan
Loans to employee stock ownership plans, if they are primarily for the
benefit of plan participants and bear a reasonable interest rate
Investment of plan assets in bank deposits where the bank is a fiduciary,
if the plan covers only employees of the bank or if the investment is expressly authorized by the plan
Contracting for life or health insurance with parties in interest, under certain circumstances
Provision of ancillary services by a bank or similar financial institution, if
such institution is also a fiduciary of the plan, under certain circumstances
Conversion of securities, if the plan receives no less than current value
pursuant to such conversion
Transactions between a plan and common or collective trust funds or pooled
investment funds maintained by a party in interest, if such transactions are
expressly permitted by the plan instrument and certain other conditions
are met
> The sale, exchange or other disposition of property owned by a plan to a
party in interest, if such plan is required to dispose of such property in order to
comply with the provisions limiting the holding of employer securities and real
property, and if the plan receives not less than adequate consideration (i.e.,
fair market value).
> The distribution of plan assets in accordance with the plan provisions, if
they meet the requirements of the Act relating to allocation of assets in connection with a plan termination.
Notwithstanding the above exemptions, certain transactions between a plan
and any person who is, with respect to the plan, an owner-employee, or a family
member of any such owner-employee, or a corporation controlled by any such
owner-employee (as such terms are defined in the Act) are prohibited. Such
prohibited transactions are those in which a plan, directly or indirectly, (a) lends
any part of the corpus or income to, (b) pays any compensation for personal
services to, or (c) acquires any property from or sells any property to any person
described above.
Tax Provisions Concerning Prohibited Transactions. The above prohibitedtransaction rules are among the labor provisions of the Act. The tax provisions
contain practically identical rules (except for the rules relating to acquiring or
holding employer securities or real property, which are contained only in the
labor provisions). Whereas the labor provisions relate to transactions with
parties in interest, the tax provisions relate to transactions with disqualified
persons. The two terms, as defined, however, refer to substantially the same
individuals. The tax provisions apply to all qualified retirement plans and qualified individual retirement accounts, annuities or bonds; the provisions continue
to apply even if the tax qualification is lost.
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Taxes and Penalties. Generally, under the labor provisions, fiduciaries are responsible for seeing that employee benefit plans do not enter into prohibited
transactions; they are personally liable for losses sustained by a plan resulting
from such transactions if they knew, or should have known, that the plan engaged in prohibited transactions.
The tax provisions impose an excise tax on prohibited transactions, to be
paid jointly and severally by the disqualified persons who participate in the
prohibited transactions. Under the labor provisions parties in interest are liable
for a civil penalty only if they knew, or should have known, of the prohibited
transaction. The initial excise tax is to be 5 percent of the amount involved in
the prohibited transaction; if such transaction is not corrected within ninety
days after notice by the Internal Revenue Service of the initial tax, an additional
excise tax of 100 percent of the amount involved in the prohibited transaction
is imposed. Prior to imposing an excise tax, the Secretary of the Treasury is to
notify the Secretary of Labor and provide him a reasonable opportunity to obtain
a correction of the prohibited transaction or to comment on the imposition of
the tax; the Secretary of the Treasury may waive the additional tax, but not the
initial tax. The labor provisions provide the Secretary of Labor with the authority
to assess a similar penalty against parties in interest to prohibited transactions
to which the tax provisions do not apply.
Employer Securities and Employer Real Property
Definition. The Act contains rules limiting the acquisition or holding by an
employee benefit plan of employer securities and employer real property. These
rules are not applicable to qualifying employer securities and real property of
"eligible individual account plans," which are discussed separately below.
"Employer security" is defined as a security issued by an employer (or his
affiliate) of employees covered by the plan. "Employer real property" refers to
real property (and related personal property) that is leased to an employer (or
his affiliate) of employees covered by the plan.
"Qualifying employer security" refers to an employer security that is stock or
a marketable obligation; the latter is basically any evidence of indebtedness if
1. It is acquired at fair value (in a transaction at arm's-length prices), and
2. Immediately after its acquisition
a) Not more than 25 percent of the aggregate amount of outstanding
obligations of such issue is held by the plan, and
b) At least 50 percent of the aggregate amount of outstanding obligations
of such issue is held by persons independent of the issuer; and
3. Immediately after its acquisition, not more than 25 percent of the plan assets is invested in obligations of the employer or an affiliate of the employer.
"Qualifying employer real property" means parcels of employer real property (1) if a substantial number of them are dispersed geographically and (2) if
each parcel and the improvements thereon are suitable (or adaptable without
excessive cost) for more than one use.
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Acquisition Rule. A plan (except "eligible individual account plans") may not
acquire any qualifying employer security or qualifying employer real property
if immediately thereafter the aggregate fair market value of employer securities
and employer real property held by the plan exceeds 10 percent of the fair
market value of the total assets of the plan. A plan may not acquire any employer
security or real property unless it is "qualifying" as defined above.
Holding Rule. Commencing January 1, 1980, employee benefit plans (except
"eligible individual account plans") are subject to the holding rules. Essentially,
these rules take effect in two stages:
> After December 31, 1984, a plan may not hold employer securities or employer real property to the extent that the aggregate fair market value thereof
on December 31, 1984 exceeds 10 percent of the fair market value of the total
assets of the plan determined on (1) December 31, 1984 or (2) January 1, 1975,
whichever is greater. A modification of this rule is provided for plans making a
special election. See "Modification of Holding Rule," below.
> By December 31, 1979, a plan must be halfway toward meeting the 10 percent rule. The Secretary of Labor is to prescribe regulations, by December 31,
1976, which are to have the effect of requiring that a plan divest itself by December 31, 1979 of 50 percent of the holdings of employer securities and real
property that the plan would be required to divest before January 1, 1985, as
specified in the preceding paragraph or in the modified holding rule discussed
below, whichever is applicable. The Conference Committee explanatory report
anticipates that the regulations will limit a plan's holdings of employer securities
and real property on December 31, 1979 to an amount equal to 10 percent plus
one-half of the percentage of employer securities and real property held by
the plan on January 1, 1975 in excess of 10 percent.
Thus, if a plan holds more than 10 percent of the fair market value of its
assets in employer securities and real property on January 1, 1975, it must
consider certain alternatives available to it in order to comply with the special
holding rules applicable at various future dates. For some plans it may simply
be a matter of not acquiring any more employer securities or real property (i.e.,
complying with the acquisition rule) in the expectation that the normal growth
of the plan will result in compliance with the holding rules by the time they
become effective. For other plans, positive action may be necessary. By not
applying the holding rule immediately, the Act in effect provides a transition
period to enable plans to develop an orderly procedure for divestment, where
necessary. A further transitional rule is applied by extending the effective date
of these rules with respect to securities or real property subject to binding
contracts in effect on June 30, 1974 (see "Effective Date," below).
An important aspect of the Act is the provision that a plan meet the holding
rule—and be thereafter exempt from it and subject only to the acquisition r u l e on the first date after January 1, 1975 (and on or before December 31, 1984)
on which the plan does not hold employer securities or real property with an
aggregate fair market value, determined on such date, in excess of 10 percent
of the fair market value of the assets of the plan, determined (1) on such date or
(2) on January 1, 1975, whichever is greater.
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Modification of Holding Rule. A plan holding no employer real property on
January 1, 1975 may elect to come under a modified rule with respect to holding
employer securities. Under the modified rule, a plan is deemed to have met the
10 percent holding rule (and is thereafter exempt from it and subject only to
the acquisition rule) if, on any date after December 31, 1974 (the "determination
date") and before January 1, 1985, the fair market value of its employer securities, determined as of December 31, 1974, is not in excess of 10 percent of
the lesser of:
1. The fair market value of the plan assets on the determination date (disregarding appreciation of employer securities after December 31, 1974) or
on January 1, 1975, whichever is greater, or
2. An amount equal to the sum of
a) Plan contributions received after December 31, 1974 and prior to the
determination date, plus
b) The fair market value of the plan assets on January 1, 1975.
For purposes of this rule, in the case of employer securities held by a plan
after January 1, 1975, the ownership of which is derived from ownership of
employer securities on January 1, 1975, or from the exercise of rights derived
from such ownership, the value of such securities held after January 1, 1975 is
to be based on the value as of January 1, 1975 of the securities from which
ownership was derived. The Act authorizes the Secretary of Labor to prescribe
regulations to carry out this paragraph.
Procedures for election to be treated under the modified holding rule are
to be established by the Secretary of Labor; election must be made before
January 1, 1976 and, once made, is irrevocable. After the election and prior to
January 1, 1985, the plan may not acquire any employer real property.
Comment. The exact language contained in the Act with respect to the holding
rule is somewhat confusing and inconsistent. A literal reading might lead to the
conclusion that ultimately plans are not allowed to hold any employer securities
or real property unless such securities or real property are "qualifying." The
above discussion is based on the assumption (which, we understand, was the
intent of the Act) that plans are allowed to hold employer securities or real
property ("qualifying" or not) up to the limitation.
Eligible Individual Account Plans
"Eligible individual account plans" generally include profit-sharing, stock-bonus,
thrift or savings plans; employee stock ownership plans; and money purchase
plans that were in existence on the date of enactment of this Act and that on
such date invested primarily in qualifying employer securities.
In such plans, the diversification requirement with respect to plan assets
and the rules relating to prohibited transactions (including the limitations on
acquiring and holding employer securities and real property) do not apply to
qualifying employer securities and qualifying employer real property. Such
plans may freely acquire, sell, exchange or lease qualifying employer securities
or qualifying employer real property. The only tests are that the transactions be
made for adequate consideration and that no commission be charged.
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In order to receive this exemption, the plan document must explicitly provide for the acquisition and holding of qualifying employer securities and real
property in excess of the basic limitations. Existing plans will have until January
1, 1976 to comply with this requirement, thus providing time to amend such
plans when necessary.
Bonding
Fiduciaries of an employee benefit plan and persons who handle funds or other
property of the plan must be bonded, except that generally no bond is required
where the funds are handled by a bank or an insurance company. The amount
of the bond is to be determined at the beginning of each fiscal year of the plan,
and may not be less than 10 percent of the amount of funds handled (but not less
than $1,000), nor more than $500,000 except as may be determined by the
Secretary of Labor in individual instances.
Effective Dates
The fiduciary responsibility provisions become effective on January 1, 1975.
However, in order to provide a transitional period, the labor and tax provisions
relating to prohibited transactions do not apply:
> Until June 30, 1984, to a loan or other extension of credit between a plan
and a party in interest under a binding contract in effect on July 1, 1974, if such
loan or extension of credit remains at least as favorable to the plan as an arm'slength transaction with an unrelated party would be, and if the transaction is
not prohibited under present law
> Until June 30, 1984, to a lease or joint use of property involving the plan
and a party in interest pursuant to a binding contract in effect on July 1, 1974,
if such lease or joint use remains at least as favorable to the plan as an arm'slength transaction with an unrelated party would be, and if the transaction is
not prohibited under present law
> Until June 30, 1984, to the sale, exchange or other disposition of property
described in the preceding paragraph between a plan and a party in interest, if
the transaction is consummated at fair market values of the property at time
of consummation
> Until June 30, 1977, to the provision of services between a plan and a party
in interest (1) under a binding contract in effect on July 1, 1974 or (2) if the party
in interest ordinarily and customarily furnished such services on June 30, 1974,
if such provision of services remains at least as favorable to the plan as an arm'slength transaction with an unrelated party would be, and if the transaction is not
prohibited under present law.
TAXATION OF LUMP-SUM DISTRIBUTIONS
Distributions Covered
The Act now defines a lump-sum distribution as a distribution or payment from
a qualified plan within one taxable year of the recipient of the balance to the
employee's credit which becomes payable to the recipient:
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>

On account of the employee's death

>

After the employee attains age 59½ (whether or not self-employed)

>

On account of the employee's separation from service (unless self-employed)

>

After the employee has become disabled (if self-employed)
The requirement that an employee's entire account in a single trust be distributed is retained by the Act, but now all trusts that are part of a plan are
treated as a single trust. In addition, all qualified plans (pension, profit-sharing
and stock-bonus plans) maintained by an employer are treated as a single plan.
The age 59½ rule, formerly applicable only to self-employed persons, now
applies to all employees. Therefore, payments to employees (common-law definition) after they attain age 59½ are now considered lump-sum distributions
even though the employee has not left his employment. In addition, a distribution from a plan cannot be treated as a lump-sum distribution unless the employee has been a participant in the plan for at least five taxable years before
the year of distribution.
Taxation
The Act gives long-term capital gains treatment to the portion of the distribution
attributable to active participation in plans before 1974. The portion of the distribution attributable to active participation after 1973 is taxed as ordinary income under a special ten-year forward averaging method. This method is
available to both self-employed persons and other employees. The determination of the capital gain portion and the ordinary income portion of the distribution is based strictly on the period of participation in the plan. For example, if
a participant was an active participant from January 1, 1971 through December
31, 1982, three-twelfths of the taxable part of his distribution will be taxed as
long-term capital gains, while nine-twelfths will be taxed as ordinary income
using the ten-year forward averaging method.
Regulations permitting the use of plan years rather than calendar years in
making this computation are to be issued to facilitate return preparation for
participants receiving such information from a plan administrator.
A separate calculation of tax is necessary for the ordinary income portion
of a lump-sum distribution. In computing this tax, the entire taxable distribution
(including the capital gain portion) is considered. The taxable distribution (i.e.,
the lump-sum payment less employee contributions and net unrealized appreciation in the value of any employer securities included in the payment) is reduced
by a "minimum distribution allowance." The minimum distribution allowance is
the lesser of $10,000 or one-half of the total taxable amount of the distribution.
However, when the taxable distribution exceeds $20,000, the allowance is
reduced by 20 percent of the excess so that if a taxable distribution exceeds
$70,000, there is no minimum distribution allowance. A tax is calculated on
one-tenth of the taxable distribution remaining after reduction for the minimum
distribution allowance. The tax is calculated at the rate for returns of single
individuals. In community-property states the distribution is treated for the purposes of this computation as the separate property of the person earning it.
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The tax on one-tenth of the distribution is then multiplied by 10. This results
in the "initial separate tax." The actual tax liability for the ordinary income is the
proportionate part of the "initial separate tax" which the ordinary income bears
to the total taxable distribution. The capital gains portion of the taxable distribution is taxed in the normal manner. An example can best illustrate the tax computation:
> "A" has been a participant in a qualified plan funded entirely by employer
contributions for the period 1969 through 1983. On January 2, 1984 he retires
and receives a lump-sum distribution of $60,000. He has other taxable income
of $10,000 during 1984 and files a joint return. The computation of tax is made
as follows:
Taxable distribution
Minimum distribution allowance,
$10,000 - (20% X $40,000*)
Net taxable distribution
Tax on 1/10 of net taxable
distribution at single rates
Initial separate tax

$60,000
(2,000)
$58,000
$ 1,068
x
10
$10,680

Tax on ordinary income
portion of distribution
Post-73 years (10)
x $10,680
Total years (15)

$ 7,120

Capital gains portion
Pre-74 years (5)
x $60,000
Total years (15)

$20,000

Other taxable income

$10,000

Capital gain portion of distribution
Capital gain deduction

(10,000)

Taxable income

$20,000

Tax at joint-return rates

$ 4,380

Tax on ordinary income
portion of distribution

7,120

Total tax for year

$11,500

*($60,000 35

20,000

$20,000)

In computing the tax on the taxable income of $20,000, the taxpayer may use
any of the following methods to produce the lowest amount of tax (assuming he
otherwise qualifies for the use of a particular method):
>

Regular tax

>

Alternative tax on capital gains

>

Regular five-year income averaging

>

Maximum tax on earned income

If more than one lump-sum distribution is received during any period of six
taxable years beginning after 1973, the distributions must be aggregated ("lookback rule") in calculating the tax on the ordinary income portion under the above
formula for distributions after the first one. The resulting tax is then reduced by
the tax paid on the ordinary income portions of earlier distributions during the
six-year period. The aggregation requirement applies only to those distributions
for which the special ten-year averaging treatment was elected and to the recipient
of the distribution (not always the employee). Distributions of annuity contracts,
although nontaxable, are included in the aggregation computation described
above, using their current actuarial value.
Lump-sum distributions received by an employee may be transferred without
being currently taxed in a "rollover procedure" to (1) other qualified plans (if the
new employer consents) or (2) individual retirement accounts (IRAs). Either
type of transfer must be made within sixty days after the employee receives the
distribution. (See discussion of "Individual Retirement Accounts," below.)
Elections
Elections to use the special ten-year averaging may be made any number of times
for all permitted lump-sum distributions until the employee has attained the age
of 59½. At that time, only one election may be made with respect to that employee.
If the employee makes the election after attaining age 59½, the special averaging
treatment is not available for future distributions. However, the employee (or
his beneficiary) could still obtain the partial capital gains treatment for the pre1974 value if the distribution is made because of the employee's death or separation from service. The partial capital gains treatment is also available to the employee who receives his distribution because of attaining age 59½ but is otherwise
barred from using the special averaging treatment (because of a previous
election). This special averaging treatment can be elected by individuals, estates
and trusts. In the case of lump-sum distributions to multiple trusts, the tax is computed as if the entire distribution were made to one recipient. The apportionment
of the tax liability among the multiple trusts is based on the relative amounts
received by each.
Distributions of Securities
The present tax treatment of distributions of employer securities remains the
same. Therefore, appreciation in the value of employer securities between the
time the securities were allocated to the participant's account and the time of the
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distribution is not taxed upon the distribution, but is taxed upon an eventual sale
of those securities by the recipient.
Effective Dates
The provisions relating to lump-sum distributions are effective with respect to
distributions or payments made after December 31, 1973, in taxable years beginning-after such date. The aggregation required under the six-year "look-back
rule" (current taxable year and preceding five taxable years) does not apply to
distributions made prior to January 1, 1974.
COLLECTIVELY BARGAINED PLANS
The Act provides special rules in applying the participation, vesting and funding
standards to plans maintained pursuant to collective bargaining agreements
between employee representatives and one or more employers. The standards
will generally be applied on a collective basis.
Employers will be allowed to rely safely on an anticipated contribution schedule if the anticipated contributions do not exceed the contribution limitations.
Any liability for underfunding will first be allocated to those employers actually delinquent as to required contributions, and then any remaining balance will
be apportioned in relation to the extent of participation.
The rules with respect to plans maintained by more than one employer, but
not collectively bargained, are applied in a similar manner.
Generally, service with a predecessor employer must be counted for purposes of the plan if the successor employer continues to maintain the plan. Also,
service with any employer, for any year in which the employer is a member of a
multiemployer plan, is to be included as if all employers who are parties to the
plan were a single employer.
The participation and vesting provisions generally apply to plan years beginning after December 31, 1975 in the case of collectively bargained plans (single
and multiemployer). However, if a collective bargaining agreement is in existence
on January 1, 1974 and does not expire until after the general effective date for
such existing plans, the Act provides that the contract may be opened solely to
comply with the requirements of this Act without other matters being subject to
negotiation. In addition, if a collective bargaining agreement in effect on January 1,
1974 provides supplementary benefits that are in the form of a lifetime annuity
or provides that a twenty-five-year service employee is to be treated as a thirtyyear service employee by reason of the medical effects of working in an adverse
environment (such as foundries or asbestos plants), then the accrued benefit
provisions do not apply until the expiration of the collective bargaining agreement, but not later than December 31, 1980.
The effective date of the funding provisions for collectively bargained plans
(single and multiemployer) existing on January 1, 1974 is delayed until the termination of the contract but not later than plan years beginning after December 31,
1980. If an employer has both collectively bargained and other plans, and if at
least 25 percent of the participants are covered by the collective bargaining
agreement on January 1, 1974, then the effective date for collectively bargained
plans is to apply to all plans.
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SELF-EMPLOYED

RETIREMENT PLANS

Maximum Deductible Contributions
The Act increases the maximum tax-deductible contribution to a plan on behalf
of a self-employed person to the lesser of $7,500 or 15 percent of the individual's
earned income. A minimum deduction is allowed for contributions of 100 percent of earned income (not to exceed $750), without regard to the above limitation. The maximum contribution under prior law was the lesser of $2,500 or
10 percent of earned income.
The same maximum limitation (lesser of $7,500 or 15 percent of earned
income) is effective for contributions excludable from income made on behalf
of shareholder-employees of small business (Subchapter S) corporations.
A shareholder-employee is one who during the year owns more than 5 percent
of the stock of such a corporation.
Self-employed persons must make contributions on behalf of other covered
employees at the same proportionate rate as for the self-employed person.
This provision must be satisfied so that the plan is not considered discriminatory.
The self-employment income considered for this purpose cannot exceed
$100,000.
In calculating the rate of contribution by the self-employed person, the
contribution is divided by the lesser of the earnings from self-employment for
the year or $100,000. Thus, if a self-employed person earned $150,000 and contributed $7,500, the rate of contribution required with respect to contributions
for the benefit of employees is 7.5 percent of each covered employee's earnings.
The Act now allows self-employed persons to make deductible contributions
to defined benefit (pension) plans in lieu of the above contributions based on
annual income. Regulations are to be issued to insure that the benefits available
under a pension plan will be comparable to the benefits that can be provided
by contributions subject to the $7,500—15 percent limitations. The Act establishes guidelines as to a maximum benefit that can be provided under the
regulations. For example, if a forty-year-old self-employed person establishes
a pension plan, it can provide a benefit of 4.4 percent of his annual compensation for each year of participation in the plan.
Annual compensation used in this computation cannot exceed $50,000.
Thus, if the forty-year-old person earned more than $50,000 each year and
participated in the plan continuously for twenty-five years, the plan could provide an annual benefit of .044 x $50,000 x 25, or $55,000.
Using this defined benefit (pension) plan for a partnership would eliminate
the use of separate accounts for self-employed partner participants. Therefore,
payments to retired partners would be made from the aggregate plan assets
available at the time such payments begin.
In addition to the above limits, self-employed retirement plans are subject
to the corporate plan limitations. It is not likely that a contribution under the
$7,500—15 percent limitation would exceed the limitations applicable to corporate defined contribution plans. However, it is possible that the pension
benefits otherwise available to a self-employed person could exceed $75,000
if the self-employed plan were in existence for a sufficient period of time with
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high annual earnings. In such event, the limitation applicable to corporate
defined benefit plans would apply.
A shareholder-employee of a Subchapter S corporation is also subject to
the contribution and benefit limits for defined benefit (pension) plans pertaining
to self-employed persons. However, such plans covering shareholder-employees
are to provide benefits to all participants without integration with Social Security.
Excess Contributions
Under existing law, excess contributions to self-employed retirement plans
were required to be repaid to the owner-employee within a prescribed period
of time and in some cases could result in disqualification of the plan.
The Act repeals this treatment and imposes a nondeductible tax of 6 percent
of excess contributions made under the plan. For defined contribution plans
(e.g., those based on compensation) excess contributions are amounts contributed in excess of the deductible limits ($7,500—15 percent limitation). In
the case of defined benefit (pension) plans, the plan must be fully funded before
excess contributions arise. In this case the excess contributions are amounts
that were not deductible for the current or any prior taxable year. Excess contributions also include any voluntary contributions by owner-employees in
excess of those allowed by current law. Voluntary contributions continue to
be nondeductible as under current law. The tax is applied annually to the
amount of excess contributions at the end of the taxable year. Excess contributions can be distributed to the owner-employee or carried over and applied
against the allowable contribution in future years, thus reducing or eliminating
the amount subject to tax.
Premature Distributions
An income tax of 10 percent is imposed on premature distributions to a selfemployed person in addition to any normal income tax on the distribution. A
premature distribution is one made before age 59½ except in cases of disability or death. The 10 percent tax applies to the amount of the distribution
that is subject to normal income tax. A self-employed person may withdraw his
own voluntary contributions before retirement without penalty.
Trustee Requirements
It is no longer necessary that the trustee of a plan for self-employed persons
be a bank. The assets can be held by any person who demonstrates that he will
administer the trust consistently with the requirements for tax qualification.
The same requirement applies when assets are held in a custodial account.
Effective Dates
The limitations for deductible/excludable contributions for self-employed persons/shareholder-employees are effective for taxable years beginning after
December 31, 1973. The earned-income base limitation of $100,000 is effective
for taxable years beginning after December 31, 1975 and for any taxable year
after 1973 and before 1976 for which the old limitations ($2,500—10 percent)
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were exceeded. The provisions for defined benefit (pension) plans are effective
for taxable years beginning after December 31, 1975. The provisions relating to
excess contributions and premature distributions are effective with respect to
contributions and distributions made in taxable years beginning after December
31, 1975. Provisions relating to withdrawal of voluntary contributions penalty
free by owner-employees is effective for taxable years ending after the date
of enactment.
INDIVIDUAL RETIREMENT SAVINGS
The Act provides a means for people not covered by employer retirement plans
to establish plans for their own retirement.
Maximum Deductions
The Act provides a tax deduction for cash payments made by or on behalf of
an individual that are considered "retirement savings." These payments can be
made to an "individual retirement account," for an "individual retirement annuity"
or for a "retirement bond."
The maximum allowable annual deduction is the lesser of $1,500 or 15 percent of an individual's compensation. The contribution must be paid by the end of
the year to be deductible for that year. A deduction is not allowable for a year
in which an individual is an active participant in another qualified or government
plan or in a tax-favored annuity available to employees of certain types of taxexempt organizations. The deduction is available whether or not the taxpayer
itemizes his deductions. No deduction is allowed for contributions made during
a year in which an individual reaches age 70½ or in later years.
For married persons, the maximum deduction is computed separately for
each individual. In community-property states, for purposes of the limitation,
compensation is attributed to the individual earning it.
Individual Retirement Accounts (IRAs)
In order for a trust to qualify as an individual retirement account, the written
governing instrument creating it must specify the following requirements:
> Contributions must be in cash and may not exceed $1,500 (except for
transfers from a qualified plan).
> The trustee can be a bank or an individual. The individual must demonstrate
to the Treasury that he will perform his duties in a responsible manner.
>

The trust funds may not be invested in life insurance.

>

The interest of an individual in his account is nonforfeitable.

> The assets of the trust will not be commingled with other property except
in a common trust fund or common investment fund.
> Distribution must commence no later than the year in which the individual
reaches age 70½.
> In case of death, certain distribution conditions must be met within five
years.
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It is permissible to use a custodial account to administer an "individual
retirement account," provided it is done in a manner consistent with the requirements of the Act. Regulations will be issued specifying the filing requirements
for reports of trustees and custodians under this section.
A trust established by an employer (including the self-employed) for his
employees or for himself, or by a union for its members, will be treated as an
"individual retirement account" if it meets the requirements for such an account
and there is a separate accounting for the interest of each employee/member.
Contributions to the trust by the employer are income to the employee (deductible by the employer) and are offset by the deduction taken on the employee's
income tax return.
Individual Retirement Annuity
An "individual retirement annuity" is an annuity or endowment contract that
meets the following requirements:
>

The contract is not transferable.

> The annual premium will not exceed $1,500, and any premium refunds will
apply toward future premiums or additional benefits.
> Distribution must commence no later than the year in which the individual
reaches age 70½.
> In case of death, certain distribution conditions must be met within five
years.
>

The interest of the owner is nonforfeitable.

Retirement Bonds
The purchase of "retirement bonds" as part of an individual retirement plan is
considered "retirement savings" under the Act. The bond, whose cost is deductible by the employee, must be issued under the Second Liberty Bond Act and
must meet the following requirements:
> It provides for payment of interest only on redemption.
> It provides no interest if the bond is redeemed within twelve months of
issuance.
> It ceases to bear interest when the participant attains age 70½ or five years
after the participant dies.
> Except for rollover contributions, no more than $1,500 of bonds can be
purchased in a taxable year.
>

It is not transferable.

Retirement bonds are generally subject to the same tax rules as individual
retirement accounts in regard to distribution requirements, early redemptions
and rollover contributions.
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Taxation of Distributions
Individual retirement accounts are exempt from income tax, and thus the investment income earned by the trust is not taxable until distributed. Any unrelated
business income (as in the case of certain tax-exempt organizations) is taxable
to the trust.
Distributions from an individual retirement account are included in gross
income by the payee for the tax year in which the distribution is received. An
individual retirement annuity will be taxed as the payments are received.
Retirement bonds should be redeemed when the individual reaches age 70½,
since the proceeds of the bonds will be deemed to be distributed in full and
includible in his gross income. In the case of certain prohibited transactions
(e.g., an individual borrowing money from his retirement account) the account
is disqualified, and the assets of the account are deemed to be distributed to
the individual. Distributions from all forms of retirement savings are
taxed in full as ordinary income. The capital-gains treatment and the special
ten-year averaging rules for certain lump-sum distributions from qualified plans
cannot be used. However, the general five-year income averaging method is
available.
Rollover Procedure
A distribution from an individual retirement account or annuity can be paid into
another individual account, annuity or retirement bond within sixty days after
distribution with no tax effect. This is described as a rollover contribution. Only
one rollover contribution between individual accounts is allowed in a three-year
period. The tax deferral of a rollover contribution is also available for lump-sum
distributions from qualified plans. The rollover procedure for these qualifiedplan distributions (total distribution less the amount contributed to the plan by
the individual as employee contributions) is as follows:
> Reinvest the distribution directly in the qualified plan of the individual's
new employer within sixty days after the individual receives the distribution if
the new employer consents.
> Transfer the distribution to the individual's retirement account and then
reinvest this amount (which cannot include any other amount already in the IRA)
plus any earnings while in the IRA in the qualified plan of the individual's new
employer if the new employer consents. This transfer to the new qualified plan
must also occur within sixty days after receipt of the distribution by the individual.
> Transfer the distribution to the individual's retirement account, and let it
remain to become part of the total balance in the IRA and subject to taxation for
IRAs as explained above.
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Premature Distribution
If a distribution is made from an individual plan before the participant reaches
age 59½, he is charged with an additional tax equal to 10 percent of the amount
of the distribution includible in gross income for the year. This additional tax
does not apply if distribution is made because of the participant's disability.
Excess Contributions
No deduction is allowed for contributions in excess of the deductible limits
made to an individual retirement account, annuity or bond. A 6 percent excise
tax (nondeductible) is imposed annually on the cumulative excess contribution
determined as of the close of the taxable year.
The excess contribution can be eliminated by distribution or by making a
lower contribution the next year. The distribution, to escape the excise tax, must
be paid to the individual on or before the due date of his return (including
extensions) for the year in which the excess contribution was made. The distribution must include any income earned by the excess contribution, and the
income is includible in the individual's taxable income. The excess contribution
is not includible, since it was never deducted.
If the distribution is made after the time limit described above, the entire
distribution will be taxable income to the individual, and will also be subject to
the 10 percent penalty tax if such distribution is made prior to age 59½.
Excise Tax on Accumulations
Distribution of the assets in an individual retirement account must begin by the
year in which the participant reaches age 70½.
A tax of 50 percent is applied when required distributions are not made. The
rate is applied to the difference between the minimum amount required to be
distributed during the year and the amount actually distributed during the year.
Effective Dates
The deduction for retirement savings applies to taxable years beginning after
December 31, 1974. The tax-free rollover of assets between qualified plans
applies to transfers made after the date of enactment.
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DETERMINATION LETTERS, CONTINUED ELEGIBILITY
AND OTHER PROVISIONS
Plans Seeking Qualification
Requests for initial qualification under the Internal Revenue Code are to be
filed with the Secretary of the Treasury, and supplemental information (as
required) is to be made available to the Secretary of Labor. In addition, employees who qualify as interested parties are to be notified of the request for
qualification, and they are to have an opportunity to submit comments. These
procedures also apply with respect to plan amendments.
Public Inspection of Documents
The Act provides that the following documents will be open to public inspection:
> Any application filed for qualification of a plan having more than twenty-five
participants
> Any application filed for exemption from tax in conjunction with a qualified
plan
>

Any papers submitted in support of the applications

> Any letter or document issued by the Internal Revenue Service in regard
to the applications.
Any of the above documents disclosing compensation of any participant will not
be open to public inspection.
Continued Eligibility During Operation
The Secretary of the Treasury is to determine upon examination whether the
minimum participation and vesting standards are satisfied, and the Secretary
of Labor is to be notified of any proposed disqualification.
Tax Court Procedure
Controversies relating to qualification of retirement plans can now be resolved
by the Tax Court. The controversy must originate because of a determination
with respect to the initial qualification or continuing qualification of a plan or
failure to make a determination with respect to initial or continuing qualification.
The petitioner must first exhaust administrative remedies available to him
within the Internal Revenue Service. Any declaration resulting from the Tax
Court proceeding is to have the force and effect of a Tax Court decision and be
reviewable as such.
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MISCELLANEOUS

PROVISIONS

Salary Reduction Plans
The Act requires the Treasury to continue, through 1976, the present treatment
of "salary reduction plans" in existence on June 27, 1974. A "salary reduction
plan" is an arrangement whereby an employee elects to receive a reduction in
his compensation or to forgo an increase in his compensation with the resulting
amount being contributed to a plan. Prior to 1972 these contributions were
treated as employer contributions and not taxable to the employee. However,
proposed regulations were introduced that would tax the contribution to the
employee. As previously stated, for certain plans these proposed regulations or
similar regulations cannot be effective prior to January 1, 1977.
Enrollment of Actuaries
A Joint Board is to establish by regulation reasonable standards and qualifications for persons performing actuarial services with respect to plans to which
this Act applies and is to establish enrollment procedures.
Investments of Certain Annuity Plans
Effective January 1, 1974, annuity plans of tax-exempt organizations may
invest in mutual fund shares which must be held in custodial accounts.
Plan Changes
Effective on the date of enactment, retroactive changes in plans to correct
defects (as originally adopted or resulting from later amendment) may be made
up to the due date (including extensions) of the employer's return.
Joint and Survivor Annuity Requirements
The Act imposes new qualification requirements on plans providing for the
payment of annuity benefits. The plan must provide that joint and survivor
annuity benefits are available at the election of the participant. To constitute a
qualified joint and survivor annuity the survivor annuity benefit must be at least
one-half of the annuity benefit payable during the joint lives of the decedent
and his spouse.
The plan can provide for a waiting period of up to two years before any
election (either to effect or revoke the joint survivor feature) made under this
section will be effective. However, the waiting period cannot be effective if the
joint and survivor benefit has been elected and the participant dies from accidental causes.
The plan also can provide that the survivor benefit is not available to the
participant's spouse unless the participant and his spouse have been married
throughout the one-year period ending on his death.
There is an exception to the above requirements in the case of plans that
provide benefits before the normal retirement age. The plan is not required to
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provide joint and survivor annuity benefits for the period beginning with participation and ending on the later of the earliest retirement age under the plan
or ten years before normal retirement age. For the period ending with this
exception and extending to normal retirement age, the plan must provide for
the election of joint and survivor benefits if the participant continues employment during this period. This election cannot reduce the survivor benefits that
would be available if an election was made immediately prior to retirement and
became effective immediately.
These requirements are effective for plan years beginning after December
31, 1975. The requirements apply only if the annuity starting date is after the
effective date and there was active participation in the plan after such date.
Timing of Deductions
Contributions by cash-basis taxpayers to qualified plans (including plans for
self-employed persons) are to be deductible for a given year if made on account
of that year and actually paid before the due date (excluding extensions) of the
return for that year. This rule applies to contributions made for plan years beginning after the date of enactment of the Act.
ADMINISTRATION AND ENFORCEMENT OF THE ACT
Administration
The Secretary of Labor is responsible for the administration of the Act and may
prescribe such regulations as he finds necessary to carry out the provisions of
the Act. Among other things, such regulations may define accounting, technical
and trade terms used in such provisions, and may provide for required forms and
records and for the inspection of such forms and records to determine whether
any provisions of the Act have been violated.
The Act provides for the establishment of an Advisory Council on Employee
Welfare and Pension Benefit Plans to aid the Secretary of Labor in carrying out
his functions under the Act. The Council is to consist of fifteen members, who
are to be appointed for three-year terms by the Secretary of Labor.
Establishment of Office in Internal Revenue Service
A new "Office of Employee Plans and Exempt Organizations" will be established
in the Internal Revenue Service to administer the tax provisions with regard to
employee benefit plans and other exempt organizations. The office will be
administered by an Assistant Commissioner of Internal Revenue.
Criminal Penalties
A willful violation of the reporting and disclosure provisions of the Act may
result in criminal penalties for individuals up to $5,000 or imprisonment up to
one year or both. Persons other than individuals may be fined up to $100,000.
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Civil Penalties
Participants or beneficiaries may bring civil actions to recover benefits due
them, to clarify their rights or enforce provisions of the Act, to enjoin a breach
of fiduciary responsibility, or to obtain information required to be furnished to
them. Failure to comply with the reporting and disclosure provisions of the Act
may cause a plan administrator to be personally liable to participants and beneficiaries for penalties of up to $100 per day. The Secretary of Labor may also
bring civil actions to obtain information required by the Act or to enjoin a breach
of fiduciary responsibility.
Penalties Assessed by the Secretary of the Treasury
Failure to file required reports in a timely manner with the Secretary of the
Treasury could subject the plan administrator to specific penalties. These penalties include the following:
> Annual Registration Statement: $1 per participant per day, not to exceed
$5,000.
>

Notification of Change in Status: $1 per day, not to exceed $1,000.

>

Annual Return: $10 per day, not to exceed $5,000.

DEFINITIONS OF CERTAIN TYPES OF PLANS
Employee Benefit Plan. An employee welfare benefit plan or an employee pension benefit plan or a plan that is both.
Employee Welfare Benefit Plan. A plan established or maintained for the purpose of providing medical, sickness, accident, disability, death, unemployment,
vacation, training, etc., benefits.
Employee Pension Benefit Plan. A plan established or maintained to provide
retirement income to employees or to defer income by employees. This includes
both defined benefit and defined contribution plans.
Defined Benefit Plan. Any plan that is not a defined contribution plan. A pension
plan is an example. It provides a specified or "defined" benefit.
Defined Contribution Plan. A plan that provides for an individual account for
each participant and for benefits based on the amount of contributions to such
account. A common example is a profit-sharing plan.
Excess Benefit Plan. A plan maintained solely to provide benefits for certain
employees in excess of certain limitations imposed by the Internal Revenue
Code, without regard to whether the plan is funded.
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